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Does related lending have positive or negative effects on the development of banking systems? This paper analyzes a unique cross-country data set covering 74 countries from 1990 to 2007, and finds that related lending, on average, does not have any effect on the growth of credit. The authors do find, however, that there are conditional relationships: related lending tends to retard the growth of banking systems when rule of law is weak, while it tends to promote the growth of banking systems when rule of law is strong. They also find that related lending This paper is a product of the Finance and Private Sector Development Team, Development Research Group. It is part of a larger effort by the World Bank to provide open access to its research and make a contribution to development policy discussions around the world. Policy Research Working Papers are also posted on the Web at http://econ.worldbank.org. The author may be contacted at rcull@worldbank.org.
appears to be associated with looting when banks are owned by non-financial firms, but that it does not when non-financial firms are owned by banks. The results indicate that whether related lending is positive or pernicious depends critically on the institutional context in which it takes place; there is no single "best policy" regarding related lending. These findings are robust to alternative specifications, including instrumental variable regressions.
Introduction
There is a broad consensus that bankers in developing countries engage in related lending. They commonly extend credit to firms owned by their close business associates, members of their own families or clans, or businesses that they own themselves. There is not yet a consensus, however, as to whether this is positive or pernicious. Broadly speaking, there are two competing views.
The first, the looting view, which is informed by recent LDC financial crises and which has come to be the conventional wisdom at multilateral aid organizations, holds that related lending is pernicious. It allows insiders (bank directors) to expropriate outsiders (minority shareholders, depositors, and, when there is under-funded deposit insurance, taxpayers). The incentives for insiders to expropriate the outsiders are particularly strong during an economic crisis, when the insiders have reason to use the resources of the bank to rescue their other enterprises (Akerlof and Romer, 1993; La Porta, López-de-Silanes, Shleifer, and Vishny, 1997, 1998; Rajan and Zingales, 1998b; Johnson, Boone, Breach, and Friedman, 2000; Johnson, La Porta, López-de-Silanes, and Shleifer, 2000; Laeven, 2001; Bae, Kang, and Kim, 2002; Mitton, 2002; Habyarimana, 2003; La Porta, López-de-Silanes, and Zamarripa, 2003) . 1 Outsiders, of course, know that they may be expropriated, and therefore behave accordingly: they refrain from investing their wealth in banks, either as shareholders or depositors. The combined effect of tunneling by directors, the resulting instability of the banking system, and the reluctance of outsiders to deploy their wealth in banks is a small banking system.
The second, the information view, which is informed by the economic histories of the United States, Germany, and Japan, is that related lending has a positive effect on the development of banking systems: it allows banks to overcome information asymmetries, and creates mechanisms for bankers to monitor borrowers (Gerschenkron, 1962; Aoki, Patrick, and Sheard, 1994; Lamoreaux, 1994; Calomiris, 1995; Fohlin, 1998) . Scholars who stress this view of related lending would wonder why, if related lending is pernicious, it characterized the banking systems of advanced industrial countries during their periods of rapid growth. They 3 would also make the point that related lending is still widespread in those same countries (Kroszner and Strahan, 2001 ).
Not only do the looting and information views differ from each other in terms of the potential effects of related lending on the development of banking systems, but they also have entirely different policy implications. The looting view can be used to justify stringent regulatory restrictions on cross-ownership between banks and non-financial firms and/or quotas on the amount of loans to related parties so as to reduce the opportunities of bank insiders to expropriate outsiders. The information view of related lending suggests that such regulatory restrictions might be counterproductive: they are likely to diminish the ability of banks to overcome asymmetric information problems.
One reason why the literature has given rise to these two, quite stark, views of related lending is sample selection bias. The fundamental problem is that, as a practical matter, it is only possible to observe related lending directly using ex-post measures-and that ex-post evidence is not randomly distributed across countries or time. Consider, for example, the literature on related lending as looting: the loan books on which these studies are based are available precisely because the banks were intervened by governments in the aftermath of banking crises characterized by tunneling and fraud. Countries in which related lending was positive for the development of the banking system do not figure in these studies: because there was no looting, there was no crisis; because there was no crisis, there was no government intervention; and because there was no intervention, there are no loan books in the public domain. A similar problem affects the literature that views related lending positively-as a mechanism to overcome information asymmetries. It is not an accident that studies that advance this view are all based on historical evidence. The loan books that inform these studies are in the public domain precisely because of the antiquity and durability of the banks. Banks that did not survive for very long, because they were looted by their own directors, were less likely produce loan books that could one day find their way into an archive or library.
The primary goal of this paper is to improve the quality of the causal inferences that may be drawn from the empirical evidence about related lending. In order to do so, we move away from ex-post measures. Instead, equipped with the cross-country data on the restriction on cross-4 ownership between banks and non-financial firms, we develop an index of related lending that is based on the ex ante probability that it is occurring. We are able to code this index for 74 countries around the world. Capturing variance across countries allows us to examine the possibility of nonlinearity and move away from the typical -good‖ or -bad‖ view of related lending, and investigate whether the institutional environment alters the manner in which related lending retards (or promotes) the development of the banking system. We advance and test the hypotheses that rule of law and depositor monitoring affect the relationship between related lending and the growth of banking systems. We also test the hypothesis that the direction of relatedness matters: when non-financial firms own banks, they are likely to tunnel into the bank in a crisis; but when banks own non-financial firms tunneling during a crisis is less likely.
This inquiry is motivated by several bodies of literature. The first is the rapidly growing and methodologically diverse literature on the finance-growth nexus. A large body of scholarship all points to the same conclusions: financial development exerts an independent, causal effect on growth; and banks are a crucial piece of the overall process of financial development-indeed, they typically dominate securities markets during the early stages of economic development. This work includes historical case studies of developed economies (Sylla 1969 (Sylla , 2007 Neal 1990; de Vries and van der Woude 1997; Rousseau and Wachtel 1998; Rousseau and Sylla 2004) ; cross-country regressions (King and Levine 1993a, 1993b; Levine and Zervos 1998; Beck, Levine, and Loayza 2000) ; time series analyses of regions within countries (Jayartne and Strahan 1996; Black and Strahan 2002; Guiso, Sapienza, and Zingales 2004; Dehejia and Lleras-Muney 2007) ; and time series analysis of industries (Haber 1991; Rajan and Zingales 1998a; Wurgler 2000; Beck and Levine 2002; Fisman and Love 2004; Cetorelli and Strahan 2006; Maurer and Haber 2007) . There are, of course, scholars who are not persuaded by this evidence, and, in light of the recent financial crisis, view the growth of credit as pernicious. And indeed, there is some evidence that a positive long-run relationship between financial intermediation and output growth co-exists with a mostly negative short-run relationship (Loayza and Ranciere 2006).We note, however, that the usefulness our inquiry about related lending does not hinge on the existence of a finance-growth nexus. Even if credit expansion has negative consequences for growth, because it contributes to financial crises, the finding that related lending is associated with credit growth is still of relevance to both academics and policy makers.
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The second is the literature on institutions and growth. There is now a quite broad body of work that shows that indices of institutional quality (rule of law, property rights, and the like) are strongly correlated with growth (Knack and Keefer, 1995; Kaufmann, Kraay, and ZaidoLobaton, 1999) . A related body of work shows that indices of institutional quality are strongly correlated with the use of external sources of long-term finance by firms (Demirgüç-Kunt and Maksimovic 1998). A growing literature shows that the link between institutions and growth is causal (e.g., Robinson 2001, 2005) .
The third is the literature on depositor monitoring. This literature suggests that generous deposit insurance lessens depositors' incentives to monitor the activities of their banks, resulting in greater banking sector instability and slower banking sector development (Demirgüç-Kunt and Kane, 2002; Demirgüç-Kunt and Detragiache, 2002; Demirgüç-Kunt and Huizinga, 2004) .
It follows that related lending is likely to have positive effects on the development of banking systems when strong rule of law protects depositors and minority shareholders from looting by bank insiders and when there are binding constraints on deposit insurance. In point of fact, both features were present in the case that is often cited as strong evidence for the positive view of related lending: New England during the nineteenth century (Lamoreaux 1994). Both features were also noticeably absent in the case that is often cited as strong evidence for the view that related lending is a manifestation of looting: Mexico from 1995 to 1998 (La Porta, López-de-Silanes, and Zamarripa, 2003) .
We find three notable empirical results. First, our analysis reveals no clear relationship between regulatory restrictions on related lending and the growth of banking systems; i.e., the average effects of related lending are neither positive nor negative. However, when we allow the effects of related lending to vary with rule of law, we find that related lending has negative effects on the development of banking systems only in countries where rule of law is weak and that it has positive effects where rule of law is strong. These results suggest that when judicial systems are corrupt and public officials can enforce laws and regulations selectively, bank insiders are more likely to be able to expropriate bank outsiders with impunity, resulting in a small banking system. Second, unlike the rule of law, depositor monitoring does not seem to affect the statistical relationship between related lending and the development of banking 6 systems, suggesting that this monitoring might not be an effective mechanism to curtail potential looting by bankers. Third, the direction of relatedness matters: regulations that allow nonfinancial companies to own banks appear to create incentives for the owners of those firms to save those firms during an economic crisis by looting their banks; but this effect does not appear to exist when banks own non-financial companies. Taken together, our findings indicate that a negative or positive view of related lending might be too simplistic: the effects of related lending might depend on the institutional environment.
The rest of this paper is organized as follows. In section 2 we describe our data and empirical methods. Section 3 contains the main results. Section 4 decomposes the mechanisms that underpin our main results. Section 5 presents a series of robustness checks. In section 6 we offer concluding remarks.
Data and Methods
Our basic empirical strategy is to relate the growth of private credit to regulatory restrictions on related lending, while controlling for macroeconomic factors and institutional features that might also affect credit growth. In order to carry this out, we assemble a data set on credit growth, the extent of related lending, the strength of the rule of law, and the intensity of depositor monitoring for 74 countries from 1990-2007. 2 We then employ this data set to estimate regressions designed to determine whether related lending is, on average, positively or negatively associated with the growth of bank credit, and whether the relationship between related lending and the growth of private credit depends on the strength of rule of law and depositor monitoring. In this section, we first describe how we measure our key variables, and then present our regression model.
Measurement and Data

A. Financial System Development
Our primary measure of banking system development is the ratio of private credit to GDP, which is a common metric employed in the literature (see Beck, Demirgüç-Kunt, and Levine, 2000; Do and Levchenko, 2007 state regulators were quite tolerant of the fact that the owners of the major industrial firms were also the owners of the banks, and that the ownership of bank stock tended to be highly concentrated among a small group of individuals. Indeed, the banks were essentially the treasury arms of family-run manufacturing companies (Lamoreaux 1994) . We therefore construct a proxy for the prevalence of related lending drawing on the database of bank regulation and supervision created by Levine (hereafter BCL, 2000, 2003) . 3 Box 1 reports the questions that underlie our proxy. The first two questions refer to the ownership structure of banks (the maximum share that a single entity or individual may own, and the maximum that a related party may own). The second two refer to the degree to which banks are restricted from owning non-financial firms, and vice versa. Survey responses come from the regulatory and supervisory authorities in each country.
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We rescale the qualitative responses to questions 3 and 4 on ownership inter-linkages with non-financial firms (prohibited, restricted, permitted subject to certain stipulations, and unrestricted) so that they conform to the responses from the first two questions (scaled from 0 to 100). We assign -prohibited‖ a value of 0, -restricted‖ a value of 33.3, -permitted‖ a value of 66.7, and -unrestricted‖ a value of 100. Our index of related lending, Related Lending, is the simple average of the responses to the four questions. We use the level of deposit insurance to measure the intensity of depositor monitoring. More specifically, we compute, for each country i, the inverse of the ratio of deposit insurance coverage to per capita GDP:
The coverage ratios are for 2000, and are taken from (Demirgüç-Kunt and Sobaci, 2001) . We use the inverse of the deposit coverage ratios in our index so as to allow this variable to capture potential positive effects of depositor monitoring, and to be consistent with our treatment of the other sources of monitoring and enforcement, such as rule of law. 7 We also attempt to capture the difference in the anticipated coverage by creating a dummy variable for coinsurance which is found to strengthen the intensity of market monitoring in the literature (e.g., Demirgüç-Kunt and Huizinga, 2004) . Coinsurance mechanisms require depositors to bear part of the costs of a banking failure. Our dummy variable equals one if a country has any such arrangement, and zero otherwise.
E. Other Control Variables
We include the initial level of private credit to GDP (i.e., in 1990) in our regressions to control for the possibility that countries with better developed banking sectors tend to experience slower credit growth. These conditional convergence effects were first made known in the context of cross-country growth regressions, but they have also proved important in financial development regressions. 8 We also include the growth rate of GDP per capita and the inflation rate as macroeconomic controls. Both are averaged over the full sample period. We expect private credit growth to be faster in countries with low inflation and high growth, though inflation and private credit growth might be positively related in an expanding economy. The data on macroeconomic controls are from the World Development Indicators database maintained by the World Bank.
Summary statistics for all variables used in the regressions are in Table 1 . Correlation coefficients are reported in Table 2 . Neither the correlation between credit growth and related lending nor the correlation between our index of depositor monitoring and related lending is significant. Similarly, the correlations between the related lending index and our control variables are also insignificant, except for the negative correlation with GDP growth. We will deal with the potential endogeneity of related lending in multiple ways in the section on robustness checks. Before we present our base models, however, we note that the index is not related to measures of credit growth or institutional quality in any straightforward way.
Regression Model
Our baseline regression is:
Credit 
Regression Results
The base results appear in Table 3 . In the first column, we include only the related lending index and the control variables (initial private credit/GDP, inflation and real GDP growth). The coefficient for Related Lending is insignificant indicating that on average related lending is not strongly associated with private credit growth. Even when we add Rule of Law to the regressions in column 2, thus providing some institutional context, the coefficient on Related Lending remains insignificant. Rule of law enters the regression with the expected sign and significance.
These results suggest that, on average, rule of law is a powerful determinant of banking development while related lending does not seem to be important.
When we introduce the interaction between Rule of Law and Related Lending in specification 3, however, we do find strong evidence of nonlinearity. The negative coefficient for This result also suggests that although the pernicious effects of related lending are evident only for countries with weak rule of law, the effect is quantitatively important for this group of countries. Consider an experiment in which the Related Lending index rises by one standard deviation for countries at the 25th percentile in terms of Rule of Law index (4.45).
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According to the results in specification 3 in Table 3 , such an increase in permissiveness of related lending is associated with a 1.5 percentage point decline in the annual growth rate of 9 For reference, the countries with scores closest to 5.46 are Malaysia (5.52) and Costa Rica (5.57). 10 For reference, the countries with scores closest to 4.45 are Bolivia (4.45) and Honduras (4.39).
13 private credit/GDP, not a trivial change since the average annual growth in private credit/GDP across our entire sample is 3.3 percent (Table 1) .
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Similarly, the positive coefficient on the interaction between related lending and rule of law suggests evidence of nonlinearity in the effects of rule of law. The point estimates in specification 3 suggest that the effect of an improvement in the rule of law is to increase private credit for virtually all countries, which is consistent with the result of specification 2, 12 but this positive effect is even more powerful when bank regulations permit related lending.
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Specifications 4-8 of Table 3 include Depositor Monitoring. Whether Depositor Monitoring appears alone (models 4 and 6) or is interacted with our index of related lending (models 5 and 7), it is only significantly associated with private credit growth in one model (5), and then only at the 10 percent level. The results (or non-results) are not due to the absence of control for Rule of Law. We include it (specifications 6 and 7), and then interact it with related lending (specification 8)-and obtain the same results. These results are also robust to incorporating an additional measure of deposit insurance, namely the dummy variable for coinsurance, which we interact with related lending (specification 9). Taken as a group, specifications 4-9 indicate that depositors might not be effective monitors of looting by bank insiders. Nevertheless, related lending tends to promote credit growth in countries with strong rule of law even when we control for Depositor Monitoring (Specifications 6, 7, and 9). When 11 John, Saunders, and Senbet (2000) advance a theory in which corporate boards can craft management contracts so as to promote first-best value-maximizing investment choices by the bank. The implication is that our results might be biased, because one would think that such strong institutions of corporate governance might be more prevalent in environments in which the rule of law is weak. It is not possible, unfortunately, to operationalize their theoretical framework cross-nationally. There are indices that capture the power of minority shareholders to police corporate boards (e.g., La Porta, et. a., 1998), but there are not comparable cross-national indices that capture the ability of boards to control management. We note, however, that this potential source of bias works against our hypothesis: if weak rule of law is mitigated by institutions that allow boards to control management, then our regressions are underestimating the effect of related lending on credit growth in weak rule of law environments. 12 To be more specific, the coefficients for model 3 imply that only for countries with related lending scores below 20 would the relationship between rule of law and private credit growth be negative. No country in the dataset has a related lending score below 19. For the lone negative value, corresponding to the country with a related lending score of 19 (Thailand), we cannot reject the hypothesis that rule of law has no effect on private credit growth. For all those above 35 (62 of 74 countries) the model implies a positive, significant relationship between rule of law and private credit growth at the 5% error level. 14 rule of law is weak but related lending is permitted, however, private credit grows more slowly than in countries that do not permit related lending. 
Probing for Mechanisms
Thus far, we have shown that the effects of related lending are highly heterogeneous, depending crucially on institutional quality. In this section, we search for mechanisms, in order to provide more specifics about the policies, institutions, and contexts that increase the likelihood that related lending makes a positive contribution to the development of banking systems.
The theoretical literature on looting suggests that the incentives for insiders to expropriate outsiders are particularly strong during an economic crisis. In a crisis, bank insiders find it more difficult to reimburse depositors and continue operating as a bank, and as a result, the insiders find it in their interest to make loans to themselves, and then default on those loans in order to save their non-bank enterprises (e.g., Akerlof and Romer, 1993, La Porta, López-de-Silanes, and Zamarripa, 2003) . Hence, theory suggests another dimension of nonlinearity. That is, the pernicious effects of related lending are likely to be most pronounced for countries that permit non-financial firms to own banks, while ownership of non-financial firms by banks is less relevant. 15 Moreover, these differential effects should be quantitatively more important during a crisis.
To test these hypotheses, we de-compose our index to examine which specific group of actors is driving our main findings. To be specific, we use the answer to question 3 from Box 1 on whether banks are restricted from owning non-financial firms as our measure of related lending in Table 4 , Model 1. In Model 2, we use question 4 on whether non-financial firms are restricted from owning banks.
14 To conserve space in Table 3 , we do not show all possible model permutations. For example, the co-insurance variable does not appear in the simple models on the left hand side of the table that do not incorporate interaction terms, and model 7 doesn't include all possible interactions between rule of law, monitoring by depositors, and related lending (because it leaves out rule of law*depositor monitoring). We have however run models with all possible permutations of the interaction terms using the related lending, rule of law, depositor monitoring, and coinsurance variables (available from the authors). Our main results for related lending and the interaction between related lending and rule of law hold in all of those specifications. 15 In fact, a banker who owns a downstream firm might be inclined to loot it to save his bank.
Bank ownership of firms has no significant association with credit growth, nor does its interaction with the rule of law. By contrast, firm ownership of banks is negatively associated with private credit growth, while its interaction with rule of law is positive. The magnitude of these two coefficients implies that for countries with the highest scores for rule of law, related firm ownership of banks has no significant effect on credit growth. For all others, the effects are negative. These results suggest that non-financial firms are more likely to loot their banks than other types of bank owners when the rule of law is weak.
In columns 3 and 4, we use single and related party ownership limits as our proxies for the permissiveness of related lending. Coefficients for both variables are negative and significant, while their interactions with rule of law are positive and highly significant. The pattern suggests that in countries where rule of law is strong, less stringent limits on single and related party ownership of banks contribute to more rapid growth in private credit.
Model 5 presents the results for a sub-sample of countries that experienced a banking crisis during the 1990s, which we identify from Caprio and Klingebiel (2003) . Model 6 presents the results for a sub-sample of countries that did not have a banking crisis. The firm ownership of banks variable and its interaction with the rule of law are both significant and of the expected signs for crisis countries (Model 5). Neither is significant for non-crisis countries (Model 6).
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These results suggest that the pernicious effects of related lending are caused by a combination of three factors: weak rule of law; regulations that allow non-financial companies to own banks;
and an economic crisis that creates incentives for the owners of the non-financial firms to save those enterprises by looting their banks.
Robustness Checks
In this section, we address potential econometric concerns, and also demonstrate the robustness of our main result and offer additional evidence that the relationship that we have found is a causal one.
Replacing Rule of Law with More Exogenous Proxies
The first concern is that institutional quality might be endogenous to unobservable political factors that affect credit growth; e.g., governments that are captured by incumbent business interests might deliberately block institutional reform to keep the financial system from developing. To address this concern, we replace our measure of institutional quality -the rule of law -with variables that capture fundamental exogenous factors that drive institutional outcomes. Work by Easterly, Ritzen, and Woolcock (2006) shows that ethnic fractionalization undermines social cohesion, which undermines the rule of law, which in turn affects economic growth. 17 Obviously, any institutional measure is going to contain some component that is endogenous to politics and political institutions. One would be hard pressed, however, to argue that ethnic fractionalization is caused by political factors.
We therefore substitute ethnic fractionalization for the rule of law variable in Table 5 , models 1 and 2. Related lending is positive and significant in both specifications, while related lending interacted with ethnic fractionalization is negative and significant. The regressions indicate that at low levels of social cohesion, the impact of related lending on credit growth is negative, but that at high levels of social cohesion related lending has a positive impact on credit growth. 18 These findings are therefore consistent with those we obtained from the rule of law regressions. They also provide additional information about the type of society in which related lending is less likely to offer benefits.
17 They also show that these measures of social cohesion pass over-identification tests for excludability in growth regressions. 18 The measure of ethnic fractionalization used by Easterly et al. ranges from 0 to 1 with higher values indicating more fractionalization. In our sample, the mean value is 0.44 and the highest value is 0.93 for Uganda. The lowest values are for Japan (.01) and Korea (.002). One might interpret the positive coefficient for ethnic fractionalization as indicating that at low levels of related lending fractionalization has a positive effect on private credit growth. However, that coefficient can be explained in the context of the values for related lending in our sample and its size relative to the coefficient on the interaction term. At the lowest levels of related lending in our sample, fractionalization is positively associated with private credit growth, but the relationship is never significantly different from zero, and thus we cannot reject the hypothesis that there is no relationship between fractionalization and private credit growth for those countries. At higher levels of related lending, the relationship is negative and becomes significant for related lending values near 50. So, for about a quarter of the sample we find no significant relationship for fractionalization. For the remaining three-quarters we find a negative, significant relationship, as one would expect.
An Instrument for Related Lending
Though ethnic fractionalization poses fewer endogeneity problems than rule of law, the substitution of these variables does not address the potential endogeneity of the related lending policies themselves, which could also be driven by similar unobservable political factors. The difficulty, of course, is finding an appropriate instrument for those policies. 19 We propose as a candidate the index of official supervisory powers constructed by BCL (2001). That index, which is described in detail in Appendix 2, is based on sixteen questions about the powers granted to supervisors in monitoring and disciplining banks. We view this as an indication of a society's general propensity to use official mechanisms to monitor market activities. To the extent that a society views its banking sector as being tightly regulated and supervised, fears about the negative effects of related lending might be diminished. We would therefore expect a positive relationship between our related lending index and the BCL index of official supervisory powers, and indeed the correlation between the two is 0.42, which is significant at the 1 percent level.
When we use the official supervisory powers index as an instrumental variable in a twostage least squares regression, the index of related lending is not statistically significant at conventional levels (Table 5 , column 3). When we then restrict the sample to countries that began our period of study with relatively low levels of credit (private credit/GDP < 0.7 in 1990), the index of related lending is negative and significant at the 5 percent level (column 4). This filter excludes nine countries from the active observation set, eight of which are industrialized.
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Similar results hold when we restrict the sample using other variables that measure institutional or financial development. The results from the instrumental variable regressions therefore indicate that related lending is more strongly associated with slower private credit growth in less developed countries, which offers support for the notion that the relationships that we uncovered in our baseline regressions are causal. 19 Ethnic fractionalization is not a good instrument because we have no strong prediction about the relationship between it and our index of the permissiveness of related lending. Indeed, the significant results in models 1 and 2 of Table 4 derive from the fact that related lending is permitted in some highly fractionalized societies and in some homogeneous societies. The correlation between ethnic fractionalization and the related lending index is 0.15 and not significant at the p=.10 level; i.e., ethnic fragmentation would not be a strong instrument for related lending even if it is exogenous. 20 Those industrialized countries are Switzerland, France, Japan, Malta, Netherlands, New Zealand, Singapore, and the United Kingdom.
Unobserved Heterogeneity
A skeptical reader might be inclined to think that our regressions might be picking up the effect of some unobserved variable that jointly determines the growth of credit and the laws governing related lending. Such a reader might point to either of two types of unobserved variables that could be driving our results: those that proxy for a generalized financial boom; and those that proxy for a weak institutional environment.
We address these concerns about unobserved heterogeneity in Table 6 . Models 2, 3, and 4 add controls in a stepwise fashion to address the hypothesis that a generalized financial boom, 
A Direct Channel between Related Lending and Non-Bank Forms of Finance
A particularly skeptical reader might want to argue that we have picked up a real effect, but have mis-specified the chain of causality: related lending allows the capital markets to grow faster than otherwise when rule of law is strong; bank credit is expanding as a second-order effect.
We address this hypothesis in Table 7 . We switch the dependent variable, from the growth of credit to: the rate of growth of the ratio of the stock market capitalization to GDP (Model 1); the rate of growth of the ratio of the total value traded on the stock market to GDP (Model 2); and the rate of growth of total liquid liabilities to GDP (Model 3). The results indicate that we have not mis-specified the chain of causality: the coefficients for related lending, as well as for related lending interacted with rule of law are far from statistical significance in all three models. The implication is clear: related lending affects financial development by working through bank credit.
Split Sample Tests
When conditional effects emerge from interaction terms, one wants to be sure that the result is not caused by outlying cases at either end of the tail. We therefore employ split sample techniques as a robustness test, and present the results in Table 8 . We divide the dataset into three sub-samples based on the rule of law, and estimate separate regressions, without the interaction term, on each sub-sample. Models 1 and 2 are estimated on the bottom third of the sample. Models 3 and 4 are estimated on the middle third of the sample. Models 5 and 6 are estimated on the upper third of the sample. We estimate each model twice: first with related lending alone, and then with related lending and the rule of law. All of the models produce coefficients that are consistent with our base result: related lending is negatively and significantly linked to private credit in the bottom third of the sample; there is a positive, but not significant, relationship in the middle third; and there is a positive and significant relationship in the upper third. 20
Look Ahead Bias
One final concern is ahead bias. The rules about related lending from BCL that we use to construct our index are from 1998-1999 and 2002 . However, our measure of private credit growth starts in 1991, which means that we have some countries in the data set that had financial crises before 1998-1999, and that might have changed their related lending rules as a result of those crises. Since we lack systematic information about which countries changed their related lending policies in the wake of a banking crisis, we carry out two separate tests to rule out this possibility. First, we directly control for the occurrence of a banking crisis. If banking crises that occurred in the 1990s are driving the correlation between credit growth and our related lending index, our main results should disappear or weaken dramatically. The results show that our central results are robust to adding a crisis control (Table 9) .
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In addition, in order to be sure that our results are robust, we truncate our dataset to the period since 1998, re-estimate the regressions, and present the results in Table 10 . We note that this procedure implies a quite stringent test: not only is the window of time quite short (we are measuring the rate of growth of credit over only ten years), but this particular period is known for the absence of the kinds of banking crises that are predicted to cause looting via related lending. Indeed, the period is often referred to as the great moderation.
The stringent nature of the test does affect our results, but not in a decisive way. Model 1 indicates that related lending has neither positive nor negative effects on its own, and that there is a strong, positive correlation between the rule of law and credit growth. These are the same qualitative results we obtain in our base regression (Table 3) . When we interact related lending and rule of law in Model 2, we obtain results with the same signs as in Table 3 , but they are not statistically significant. In order to examine robustness, we therefore recode the rule of law variable as a dummy (countries that have a rule of law score in the 66 th percentile and above =1), and re-estimate the regressions. We report the results in Model 3, and find that related lending is associated with faster credit growth in countries with very strong rule of law. In order to make sure that this result is robust, we then follow the same procedure we applied in Table 8 : we split the sample into thirds based on rule of law scores at the beginning of the period (1998); and then re-estimate the regressions on each of the three sub-samples. We obtain results that are qualitatively similar: related lending is negatively associated with private credit growth in the bottom third of the sample; there is a positive, but not significant, relationship in the middle third of the sample; and there is a positive and significant relationship in the upper third of the sample.
Conclusions
We find that there are institutional conditions under which related lending is negative for private credit growth, and conditions under which it is positive for private credit growth. In particular, when the rule of law is strong, related lending is associated with faster credit growth. We suggest that this result holds because fear of legal sanction keeps bank insiders from looting their own banks. At the same time, the banking system benefits from the positive features of related lending, such as the ability to overcome information asymmetries and monitor borrowers at low cost. When rule of law is weak, however, related lending is associated with slower credit growth, presumably because bank insiders can loot their own banks with impunity.
Unfortunately for policy makers in developing countries, the institution building associated with firmly establishing the rule of law is a long-term process. Moreover, we find no readily available substitutes for rule of law in preventing the abuses associated with related lending. For example, we hypothesized that the institution of depositor monitoring might also play a role in determining the effects of related lending. However, we did not detect any relationship between related lending and private credit growth in the countries where depositors have strong incentives to monitor banks. We speculate that depositor monitoring is too blunt an instrument to detect when related lending is being used in ways that hurt banks.
This leaves policy makers in developing countries in a quandary: How can they tailor related lending policies so that they promote financial development when establishing the rule of law is a long-term proposition and depositors cannot detect abuses associated with insider lending? It is little wonder, therefore, that international financial institutions such as the IMF and the World Bank tend to discourage related lending in their client countries.
At the same time, however, our robustness checks offer clues about situations in which related lending is most likely to lead to abuses by insiders, and those clues could offer some 22 guidance to policy makers. For example, related lending appears most likely to lead to abuses in highly fractionalized societies. It also appears that ownership of banks by non-financial firms poses a greater threat of looting than ownership of non-financial firms by banks, and that this threat is most pronounced in times of systemic crisis. Finally, expanding the official powers of bank supervisors does not appear to root out related lending abuses, especially in less developed countries.
Taken as a group, our results indicate that there is no single -best policy‖ regarding related lending. Whether or not policy makers should deter bankers from extending credit to themselves and their business associates crucially depends on how well they can adapt those policies to their specific country context. Levine (2000, 2003) . Rule of law comes from the index developed by Kaufmann, Kraay, and Zoido-Lobaton. Deposit monitoring is measured as the inverse of the ratio of deposit insurance coverage per capita GDP. The coinsurance variable is a dummy equal to one if depositors are required to bear some of the costs of banking failures and zero otherwise. Levine (2000, 2003) , and was instrumented with an index of official supervisory powers in columns (3) and (4). In column 4, the sample is restricted to countries that had low initial levels of banking sector development as reflected in a ration of Private Credit/GDP below 0.70. Rule of law comes from the index developed by Kaufmann, Kraay, and Zoido-Lobaton. Deposit monitoring is measured as the inverse of the ratio of deposit insurance coverage per capita GDP. Ethnic fractionalization measures the probability that two random individuals from a given country will not belong to the same ethnolinguistic group (Mauro 1995). Levine (2000, 2003) . Rule of law comes from the index developed by Kaufmann, Kraay, and Zoido-Lobaton.
Stock market capitalization/ GDP, 1990 GDP, -2007 Stock market total value traded/ GDP, 1990 GDP, -2007 Liquid liabilities/ GDP, 1990 GDP, -2007 (1) (2) Levine (2000, 2003) . Rule of law comes from the index developed by Kaufmann, Kraay, and Zoido-Lobaton. The sample is split into three sub-samples based on the Rule of Law index. Table 9 . Control for Financial Crisis T-statistics are in parentheses. *, **, and *** represent statistical significance at the 10%, 5%, and 1% level respectively. All models estimated via ordinary least squares. Dependent variable is the average growth rate of private credit / GDP from 1990 to 2007, obtained from the World Bank's Financial Structure Database. The related lending index is the average of responses to four questions on related lending drawing on the database of bank regulation and supervision created by Levine (2000, 2003) . Rule of law comes from the index developed by Kaufmann, Kraay, and Zoido-Lobaton. The dummy variable for financial crisis comes from Caprio and Klingebiel (2003) .
(1) T-statistics are in parentheses. *, **, and *** represent statistical significance at the 10%, 5%, and 1% level respectively. All models estimated via ordinary least squares. Dependent variable is the average growth rate of private credit / GDP from 1998 to 2007, obtained from the World Bank's Financial Structure Database. The related lending index is the average of responses to four questions on related lending in 1998 drawing on the database of bank regulation and supervision created by Barth, Caprio and Levine (2000) . Rule of law comes from the index developed by Kaufmann, Kraay, and Zoido-Lobaton. Strong Rule of Law is a dummy equal to one if Rule of Law is above the 66 th percentile. In columns 4 to 9 the sample is split into three sub-samples based on the Rule of Law index in 1998. 
